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EXPOSURE DRAFT
PROPOSED STATEMENT ON
AUDITING STANDARDS
ANALYTICAL PROCEDURES

FEBRUARY 14, 1987

Prepared by the AICPA Auditing Standards Board
For comment from persons interested in auditing and reporting

Comments should be received by July 15, 1987, and addressed to
AICPA Auditing Standards Division, File 2125
1211 Avenue of the Americas, New York, N.Y. 10036-8775

SUMMARY
Why Issued

"This proposed statement on auditing standards responds to public expectations of auditors to assume
more responsibility for detecting fraudulent financial reporting by requiring the use of analytical procedures in all audit engagements. Analytical procedures can be effective in identifying financial misstatements and alerting the auditor to the possibility of certain types of material irregularity.
What It Does and How It Differs From Existing Standards

The proposed Statement would supersede SAS No. 23, Analytical Review Procedures, and would—
• Require the auditor to apply analytical procedures in the planning and final review stages of an audit
engagement, wherein SAS No. 23 has no such requirement.
• Provide additional guidance on the development, use, and evaluation of the effectiveness of analytical
procedures.

This exposure draft has been sent to—
• Practice offices of CPA firms.
• Members of AICPA Council and technical committees.
• State society and chapter presidents, directors, and
committee chairmen.
• Organizations concerned with regulatory, supervisory, or
other public disclosure of financial activities.
• Persons who have requested copies.

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, NY 10036-8775,Telephone (212) 5 7 5 - 6 2 0 0
Telex. 70-3396, Telecopier (212) 575-3846
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A CENTURY Of PROGRESS
IN ACCOUNTING
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February 14,1987
Accompanying this letter is an exposure draft of a proposed statement on auditing standards titled
Analytical Procedures.
The proposed Statement responds to the public expectation of greater auditor responsibility for detecting
fraudulent financial reporting by requiring the use of analytical procedures during the planning and final
review stages of the audit and by providing more guidance than SAS No. 23, Analytical Review Procedures.
Analytical procedures play a significant role in the audits of financial statements and can be effective in
identifying financial misstatements and alerting the auditor to the possibility of certain types of material
irregularity.
The proposed Statement would supersede SAS No. 23 and would require the use of analytical procedures
during the planning and final review stages of all audits. SAS No. 23 does not require the use of analytical
procedures in an audit engagement.
The proposed Statement provides more guidance than SAS No. 23 on the development and use of analytical procedures. It also provides additional guidance about the factors that an auditor should consider in
assessing the expected effectiveness and efficiency of analytical procedures in detecting errors or irregularities, such as the nature of the assertion, the plausibility of the relationship, reliability of the data used,
and the precision of the expectation. In addition, the proposed Statement expands the guidance on determining whether differences disclosed by analytical procedures are significant and on investigating and
evaluating significant differences.
Comments or suggestions on any aspect of this exposure draft will be appreciated. The Auditing Standards
Board's consideration of responses will be helped if the comments refer to specific paragraphs and include
supporting reasons for each suggestion or comment.
In developing guidance, the Auditing Standards Board considers the relationship between the cost
imposed and the benefits reasonably expected to be derived from audits. It also considers differences that
the auditor may encounter in the audit of the financial statements of small businesses and, when appropriate, makes special provisions to meet those needs. Thus, the board would particularly appreciate comments on those matters.

Written comments on the exposure draft will become part of the public record of the Auditing Standards
Division and will be available for public inspection at the offices of the AICPA after August 17,1987, for
one year. Responses should be sent to the AICPA Auditing Standards Division, File 2125, in time to be
received by July 15, 1987. For convenience in responding, a perforated response form is attached and a
postpaid return envelope is provided with this exposure draft.

Jerry D. Sullivan
Chairman
Auditing Standards Board

Dan M. Guy
Vice President, Auditing

PROPOSED STATEMENT ON AUDITING STANDARDS
ANALYTICAL PROCEDURES

(Supersedes Statement on Auditing Standards No. 23, Analytical Review Procedures)1
INTRODUCTION
1. This Statement provides guidance on the use of analytical procedures and the evaluation of their
effectiveness when those procedures
are used to achieve audit objectives
concerning particular financial statement assertions.
2. Analytical procedures are an
important part of the audit process
and consist of evaluations of financial
information made by a study of plausible relationships among financial
and nonfinancial data. Analytical procedures range from simple comparisons to the use of complex models
involving many relationships and elem e n t s of d a t a . A basic p r e m i s e
underlying the application of analytical procedures is that plausible relationships among data may reasonably
be expected to exist and continue
except as particular conditions cause
change. Changes in these relationships may b e caused by specific unusual transactions or events, accounting changes, business changes, random fluctuations or by errors or
irregularities.
3. Understanding financial relationships is essential in planning and
evaluating the results of the analytical p r o c e d u r e s to b e p e r f o r m e d .
Planning and evaluation of analytical
procedures generally require knowledge of the client and the industry or
industries in which the client operates. An understanding of the purposes of analytical procedures and
the limitations of those procedures is
also i m p o r t a n t . Accordingly, t h e
identification of key relationships and
the type of data used, as well as conclusions reached when compared to
expectations, generally requires the
direct involvement of experienced
personnel.
4. Analytical procedures may be
used for various purposes:
1

Other editorial changes will be made to
SASs, SAS Interpretations, and in AICPA
Professional Standards, vol. 1, by substituting the term analytical procedures for the
term analytical review procedures.

a. To assist the auditor in planning
the nature, timing, and extent of
other auditing procedures
b. As a substantive test to obtain evidential matter for specific account
balances or classes of transactions
c. As an overall review of the financial information
The analytical procedures referred to
in a and c above should be applied in
all examinations of financial statements made in accordance with generally accepted auditing standards.
Also, in most engagements, it may be
difficult or impossible to achieve certain audit objectives without applyi n g a n a l y t i c a l p r o c e d u r e s as a
substantive test.
5. Analytical procedures involve
comparisons of recorded amounts to
expectations developed by the auditor. The auditor develops such expectations by using plausible relationships that are reasonably expected to
exist based on the auditor's understanding of t h e client and of the
industry in which the client operates.
Expectations are developed from a
variety of sources, including—
a. Financial information for comparable prior periods. This often
r e q u i r e s a d j u s t m e n t of p r i o r
years' data for known changes.
b. Anticipated results—for example,
budgets, forecasts, and extrapolations, including extrapolations
from interim or annual data.
c. Relationships among elements of
financial information within the
period.
d. Information regarding the industry in which the client operates.
e. R e l a t i o n s h i p s of t h e
financial
information with relevant nonfinancial information.

ANALYTICAL PROCEDURES IN
PLANNING THE ENGAGEMENT
6. W h e n planning the audit, the
auditor seeks to restrict detection
risk by planning substantive tests for
account balances or classes of transac5

tions based on assessments of inherent and control risk and judgments
about materiality. The primary focus
of preliminary analytical procedures
is the early identification of specific
risks by considering unusual or unexpected balances or relationships in
data aggregated at a high level, such
as financial statement line items or
major components thereof. Preliminary analytical procedures may also
identify unfavorable trends or other
m a t t e r s that may raise questions
about a client's ability to continue in
existence.
7. A wide variety of analytical
procedures may be useful in assessing risk, depending on, among other
things, the size and complexity of the
client. The auditor generally considers account balances in relation to
a preliminary expectation based on
p r e v i o u s l y r e p o r t e d a m o u n t s or
budgets and forecasts, adjusted for
k n o w n c h a n g e s in t h e b u s i n e s s ,
industry, or economy as a whole. In
addition, the auditor might consider
key financial operating relationships,
such as inventory turnover or gross
margin percentages, in the search for
unusual or unexpected balances or
unexpected relationships.
8. Consideration of nonfinancial
data often may be important in identifying matters that require further
investigation. For example, consideration of available square footage
related to revenue in a retail operation or of labor hours related to labor
costs may help the auditor evaluate
the reasonableness of related financial statement items.

ANALYTICAL PROCEDURES USED
AS SUBSTANTIVE TESTS
9. In applying tests of details, the
auditor uses evidence obtained from
details tested to form conclusions
about the aggregate. In applying analytical p r o c e d u r e s , on t h e o t h e r
h a n d , conclusions a b o u t specific
assertions are inferred from evidence
concerning the aggregate. The auditor's reliance on substantive tests to
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achieve a particular audit objective
related to m a n a g e m e n t assertions
may be derived from tests of details of
transactions and balances, from analytical procedures, or from a combination of both.
10. The decision about which
type of procedure to use is a matter of
t h e auditor's j u d g m e n t about the
expected effectiveness and efficiency
for the particular audit objective. It
may be difficult or impossible, however, to achieve certain substantive
audit objectives without relying to
some extent on analytical p r o c e dures. For example, this is often the
case in testing for unrecorded transactions. On the other hand, some
audit objectives may be difficult or
impossible to achieve by relying
solely on analytical procedures, such
as in testing an account balance that is
not expected to show a predictable
relationship with other operating or
financial data. For most accounts and
classes of transactions the use of both
tests of details and analytical procedures is necessary to achieve the
audit objectives concerning the
financial statement assertions.
11. In selecting substantive tests
to achieve particular objectives, the
auditor considers the expected effectiveness and efficiency of such tests.
The expected effectiveness and efficiency of an analytical procedure in
d e t e c t i n g e r r o r s or irregularities
depends on, among other things, (a)
the nature of the assertion, (b) the
plausibility of the relationship, (c) the
reliability of the data used to develop
the expectation, and (d) the precision
of the expectation.
12. Nature of the
Assertion.
Analytical procedures may be more
effective and efficient than tests of
details for assertions in which potential m i s s t a t e m e n t s would not b e
apparent from an examination of the
d e t a i l e d e v i d e n c e or in w h i c h
detailed evidence is not readily available. For example, comparisons of
aggregate purchases with quantities
received may indicate duplicate payments that may not be apparent from
testing individual transactions. Also,
differences from expected relationships would often be good indicators
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of potential omissions, whereas evidence that an individual transaction
should have been recorded may not
b e readily available.
13. Plausibility of the Relationship.
It is important for the auditor
to understand the plausible reason(s)
underlying the relationships. Data
sometimes appear to be related when
they are not; this could lead the auditor to erroneous conclusions. The
absence of an expected relationship
or the presence of an unexpected
relationship can provide important
evidence when appropriately scrutinized.
14. The relationship should be
precise enough to indicate the possibility of material error, individually
or w h e n a g g r e g a t e d w i t h o t h e r
errors. Relationships in a stable environment are usually more predictable. and therefore more plausible,
than relationships in a dynamic or
unstable environment. Relationships
in income statement accounts tend to
be more predictable since they represent transactions over a period of
t i m e , w h e r e a s the balance s h e e t
accounts tend to b e less predictable
because a balance at a point in time
can be subject to many random influences. Relationships involving transa c t i o n s s u b j e c t to m a n a g e m e n t
discretion are usually less predictable. For example, management may
elect to incur maintenance expense
rather than replace plant and equipment, or they may elect to defer
advertising expense.
15. Reliability of the Data Used
to Develop the Expectation.
The
auditor should consider the reliability of data that are used to develop
expectations. In considering the likelihood of misstatements in such data,
the auditor considers, among other
things, knowledge obtained during
previous examinations, the results of
the assessment of control risk, and
t h e r e s u l t s of t e s t s of details of
account balances and transactions.
Expectations developed using information from a variety of independent
sources may be more reliable than
expectations that are developed from
data that come from a single source.

16. Information used to develop
the expectation is more likely to be
free of misstatements if it is—
• D a t a d e v e l o p e d from a m o u n t s
examined in the current or in prior
years.
• Internally generated data derived
from records maintained by persons who are not in a position to
manipulate, either directly or indirectly, t h e a c c o u n t i n g r e c o r d s
affecting the a m o u n t being
audited. Information g e n e r a t e d
outside t h e accounting d e p a r t ment, such as production and shipm e n t records, often m e e t s this
criterion. The auditor should be
aware, however, that data maint a i n e d by p e r s o n s o u t s i d e t h e
accounting department may also
b e subject to manipulation. For
example, certain production statistics may be important evaluation
critieria for production managers.
The auditor should also be aware
that in many modern E D P systems
the same data generate accounting
and nonaccounting records.
• Internally generated data derived
from an effective system of internal
control.
• Externally generated data such as
p u b l i s h e d i n d u s t r y data, p r i c e
indices, or interest rate statistics.
17. Precision of the
Expectation.
The precision of the expectation depends on, among other things,
how thoroughly the auditor considers
the factors that affect the amount
being audited, the level of detail of
data used to develop the expectation,
and the method used to convert data
into an expectation.
18. T h e r e a r e m a n y f a c t o r s
involved in financial relationships.
For example, sales may be affected
by prices, volume, and product mix.
E a c h of t h e s e , in t u r n , may b e
affected by a n u m b e r of factors. In
developing expected values, the
auditor should consider what factors
may have a significant impact. As the
intended reliance on analytical procedures increases, more thorough
consideration of factors that affect the
relationship is needed to reduce the
possibility that offsetting factors exist
that could obscure misstatements. A
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simple comparison to the previous
years' data may be appropriate if the
auditor expects no changes. However, in many instances, the previous
years' data may need to be adjusted
for known changes.
19. Expectations developed at a
more detailed level have a greater
chance of detecting errors of a given
amount than do broader comparisons. Monthly amounts will be more
effective than annual amounts, and
comparisons by location or line of
business will be more effective than
company-wide comparisons. The
level of detail that is appropriate will
b e influenced by the nature of the client, its size and complexity, and the
level of detail available in the client's
records. Generally, the likelihood
that material errors could b e obscured by offsetting factors increases
as a client's operations become more
complex and more diversified. Disaggregation helps reduce this risk.

20. A variety of methods is available for capturing relationships and
converting data into expected values.
These methods range from simple
comparisons and ratios to complex
mathematical and statistical models.
If properly designed and applied,
more rigorous methods may provide
more precise expectation results.

7

Investigation and Evaluation of
Significant Differences

and (c) extension of detailed audit
procedures.

21. In planning the analytical
procedures, the auditor should consider the amount of difference from
the expectation that can be accepted
without investigation. The consideration is influenced primarily by materiality. The amount of difference from
the expectation that is acceptable
without explanation for a specific
account balance or class of transactions should be less than that which
the auditor believes could be material when aggregated with errors in
other balances or classes. Determination of this amount involves considering the possibility that a
combination of errors in the specific
account or class could aggregate to an
unacceptable amount. A more precise e x p e c t a t i o n will r e d u c e t h e
chances of unexpected differences,
assuming there are no misstatements
in the amount being audited.

23. A more precise or reliable
expectation will reduce the chances
that a difference in excess of an
acceptable amount is due to causes
other than error. Thus, when excess
differences occur in such circumstances, the auditor should perform a
careful investigation before the possibility of error is dismissed.

22. W h e n investigating and evaluating significant unexpected differences, the auditor should consider
and corroborate plausible reasons for
the differences. The auditor's procedures for corroborating reasons for
t h e differences might include (a)
information obtained from performing other audit procedures, (b) making further inquiries of management,

ANALYTICAL PROCEDURES USED
IN THE OVERALL REVIEW
24. T h e objective of analytical
procedures used in the final review
stage of the examination is to assist
the auditor in assessing the validity of
the conclusions reached, including
the opinion on the financial statements taken as a whole. A wide variety of analytical procedures may be
useful for this purpose. The overall
review would generally include consideration of (a) the adequacy of data
gathered in response to the unusual
or unexpected balances identified in
t h e p r e l i m i n a r y analysis and (b)
unusual or unexpected balances or
relationships that are not identified
in the preliminary analysis or during
the course of the audit. Results of an
overall analytical review may indicate that additional procedures may
n e e d to b e p e r f o r m e d to issue a
report on the financial statements.

Response Form Follows
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PROPOSED STATEMENT ON AUDITING STANDARDS
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February 14, 1987
Comment date: July 15, 1987

Name and Affiliation:

TEAR ALONG DOTTED LINE

Comments:

Instructions for Response Form
This perforated response form may be used for comments or suggestions relating to any aspect of the exposure draft
that is of concern or interest to you. For convenience, the most significant points have been identified in the
summary that accompanies this exposure draft.

Comments (continued):

